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ZIA M. QURESHI
The papertestssomehouseholdsavingshypotheseswith time-seriesdatafor
Pakistanover the 1950-51-1976-77 period. The permanentincomemodelis
found to givea muchbetterexplanationof theyear-to-yearvariationsin house-
hold savingthandoesthesimplecurrentincomemodel. Amongotherfindingsis a
highlysignificantcorrelationbetweenchangesin therealrateof returnon financial
assetsandhouseholdsaving.
Verylittlequantitativeworkhasbeendonein thepastforthestudyofsaving
behaviourin Pakistan.A fewstudiesthathaveattemptedaquantificationof some
relevantbehaviouralrelationshipshave,for the most part, beenconfmedto
estimatingsimplebivariaterelationshipsbetweensaving/consumptionandincome.!
A majorreason-forthisappearstohavebeenthelackofproperdataonsavingin the
country.Thesavingsestimatesavailablethusfarweretooaggregativein character;
havingbeenderivedresiduallyfromthenationalaccounts,theysuppliedlittleorno
informationonthesectoralorasset-wisetructureofaggregatesavings.
In this paperan attempthasbeenmadeto testsomehouseholdsavings
hypotheses,usingthetime-seriesdataonsavingsin thehouseholdsector2compiled'
in a recentstudyof savingin thecountry[26]. Totalsavingin thehousehold
sectorhasbeenderivedin thatstudyby addinguphouseholdsavingsin different
typesof fmandalandrealassets.Thesedata,whichrelatetoPakistanexcluding
formerEastPakistan,covertheperiod1950-51-1976-77.As such,theyprovidea
consistentserieswhichis longenoughfor aworthwhileanalysisofhouseholdsaving
behaviourin thecountry.
*
The authoris on thestaff of theInternationalMonetary'Fund. He is indebtedto Esra
Bennathan,Keith Griffin, Eddie Jackson,DavidSoskice,an anonymousrefereeof thisjournal,
andparticipantsat a seminargivenatWilliamsCollege,Williarnstown,Mass.,for commentsonan
earlierdraft.
!The most notableamongtheseis an earlystudyby Ranis [27] of a sampleof urban
householdsin thecity of Karachi.
2Theterm'householdsector'asusedhereincludesunincorporatedbusinesses.Giventhe
type of data av'ailable,it is virtually impossibleto separatethe 'household'and 'business'
componentsof theoverallprivatenon-corporatfesector.
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The hypothesestestedin thepapercomprisesomeformulationsof thehouse-
hold savings-incomerelationship,as well as the relationshipbetweenhousehold
savingsand fmancialmarketvariablesincludingthe rateof interestandthe rateof
inflation. The objectof theexerciseis to go part of theway in filling theexisting
largegapsin quantitativeresearchonthesavingsfunctionin thecountry.
The paperis organizedasfollows. Therelationshipbetweensavingandincome
is examinedin SectionI, with focuson thepermanentincomemodel. SectionII
presentsregressionresultsincludingtherateof growthof incomeasaseparateargu-
mentin the savingsfunction. SectionIII examinesthepossibleeffectsof changesin
interestratesandtherateof inflationonsavingbehaviour,andextendstheregression
analysisfurther by addingthe two variablesto the modelsusedin the preceding
sections.Finally, SectionIV containsa summarydiscussionof themainfmdingsof
thepaper.
First,weusedthefollowingsimplemodel:
S =a + bYp + cYT
I. INCOME,SAVINGANDTHEPERMANENT
INCOMEMODEL
whereY p ispermanentincome,or theexpectedpart,andYT is transitoryincome,or
the unexpectedpart. Most testsof the permanentincomemodel for developing
countrieshaveusedthissimplefunctionalform. Y p is definedin termsof income
expectationsovera planningperiodandYT is thenestimatedresiduallyby deducting
Y p from actualhouseholddisposableincomeY. Severaldefmitionsof Y p havebeen
usedin the literature,with varyingdegreesof success.In mostcases,however,the
choiceof a definitionis to a largeextentconstrainedby the availabilityof relevant
data. In orderto economiseon degreesof freedom,mostof the studies,especially
time-seriesstudies,have approximatedY p either by taking two- to three-year
movingaveragesof actualincomeor by fitting simpletimetrendsto thetime-series
data on income.4 Since the method of estimatingYp in this way is by nature
somewhatrbitrary,manystudieshaveemployedmorethanonedefinitionofYP'
In order to estimatetheaboveformulationof thepermanentincomemodel,
we tried two measuresof permanentincome,namely,(i) a simpleaverageof the
currentyear'sandpasttwo years'measuredincome,and(ii) incomelevelsestimated
from therelationLnY =a +bt. In bothcases,transitoryincomewasdefinedasthe
differencebetweenactualdisposableincomeandthe correspondingestimateof per-
manentincome.
In addition, estimateswere derivedfor the formulationof the permanent
income model whereinpermanentincome is approximatedby takinga weighted
averageof the currentincomeanda seriesof pastincomes,with theweightsdeclin-
ing geometrically.For thispurpose,therelationshipthatwasestimatedwasC =a+
bY +cC-l' whichis derivedfrom the geometric-lagmodelby meansof theKoyck
transformation.Estimatesof thecorrespondingsavingsfunctionwerethenobtained
fromtheestimatedconsumptionfunctionby makinguseof theidentityC +S =Y.
Regressionresultsfor the abovethreeformulationsof thepermanentincome
modelaregivenin TableI.s Theimportantthingto notein equationsI (a)and l(b)
Sincethedaysof Keynes,incomehasbeenregardedasthechiefdeterminant
of saving. However,the exactnatureof the savings-incomer lationshiphas
remaineda controversialsubject.Mostof thepost-Keynesiandevelopmentsin the
theoryof the savings/consumptionfu ctionhaverevolvedaroundthreemain
theories,namely,Duesenberry'srelativeincomehypothesis,Ando-Modigliani-
Brumberg'slife cycle hypothesisandFriedman'spermanentincomehypothesis.
Althoughthereareanumberofdifferences,bothofsubstanceandofdetail,between
thesetheories,thefollowingpointsmaybedeemedcommonto all three:(i) saving
behaviourdoesnot dependoncurrentincomealonebuti~alsoinfluencedbypast
,incomel velsandbyexpectationsaboutincomesin thefuture;(ii) inconditionsof
long-runsteady-stategrowth,a risein incomewill notin itselfbringaboutarisein
therateof saving;and(iii) short-termvariationsin incomeexerciseanimportant
influenceontheshort-termsavingbehaviour.As acorollary,therateofgrowthof
incomeisanimportantdeterminantof therateofsaving.3
Mostof theempiricalworkthathasbeencarriedoutonthesetheorieswith
datafromdevelopingcountriesi relatedtothepermanentincomemodel.Veryfew
studieshavebeenconcernedirectlywith empiricaltestsof therelativeincome
hypothesis,whilemostof theworkdoneon thelife cycletheoryhasemployed
cross-sectiondata.Withthetypeof aggregateime-seriesdataonhouseholdsaving
atourdisposal,werestrictedourselvestotestingsomerelativelysimpleformulations
of thepermanentincomemodel.
4See,for example,Friend andTaubman[11], Williamson[35], Choudhury[5], and
Gupta[14].
sUnlessstatedotherwise,the regressionshavebeencarriedout using the methodof
ordinaryleastsquaresandthestatisticalsignificancetestsareat the 5-percentlevel. Figuresin
parenthesesundertheregressioncoefficientsaret-ratios,andR'2andDWstandfor coefficientof
determination(adjustedfor degreesof freedom)andDurbinWatsonstatisticrespectively.The
savingsandincomevariablesaregrossof depreciationandaremeasuredin realtermsbydeflat-
ing current fiscal-yearvaluesby the consumerprice index with 1959-60=100. Variables
derIDedin absolutetermsarein millionsof rupeeswhilethevariablesdefinedasratiosor ratesare
in percentages.3For a detailedexpositionof thesetheories,see Duesenberry[8], Modigliani andBrumberg[25], ModiglianiandAndo [24], andFriedman[10].
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is the 'relativesize of themarginalpropensitiesto saveout of permanentand
transitoryincomes.Accordingto Friedman'spermanentincomehypothesis,the
wholeof transitoryincomeorthedepartureofactualincomefromexpectedincome
is saved,i.e.MPST=1. Thisis anextremecasewhichimpliesanextraordinarily
heavydependenceofconsumerspendingonpastexperience.Althoughamajorityof
empiricalstudiesof thepermanentincomemodelhaveshownthatMPST> MPSp'
thehypothesisof unitaryMPSThasfoundlittlesupport.However,thequestion
whetherMPST equalsunityor not is not centralto theargumenthere. Weare
interestedprimarilyin testingthepostulatedexcessof MPST overMPSp,andin
approximatingitsmagnitudefor oursetof data.Sincetheformeris,exhypothesi,
muchhigherthanthelatter,thepermanentincomemodelimpliesthatlargeand
rapidincreasesin incomealongagrowthpathwouldresultinahigherlevelofsaving
bycausinglargerdivergencesbetweenexpectedandactualincomes.
Our resultsshowthatwhenpermanentincomeis definedasanaverageof
currentyear'sandlasttwoyears'measuredincome,theestimatedMPSoutof transi-
tory incomeis muchhigherthanthatof permanentincome,thoughmuchshort
of unity. Boththeestimatesarehighlysignificantandthereisasignificantimprove-
mentin R:2overthatfor theabsoluteincomemodel.6Theresultsdemonstratethat
thedistinctionbetweenpermanentandtransitorycomponentsof incomexercisesa
significantinfluenceon theconsumption/savingdecisionsof householdsandthata
highproportionof thelatterissaved.Theypointtoaquantitativelystronginfluence
of rapidshort-termincreasesinincomeonsavingin thecountry.
However,whenpermanentincomeis estimatedfromtherelationLnY =a+bt,
thedifferencebetweenthetwomarginalpropensitiesdisappearsalmostcompletely;
thecoefficientonYT becomesinsignificantandthereisasignificantfallinR2. The
trendvaluesyieldedbythesaidrelationappeartoprovideamuchpoorerapproxima-
tionofexpectedincomesthandothesimplethree-yearverages.
Fourseparatestimateswereobtainedfor theKoyckdistributed-lagformula-
tionof thepermanentincomemodel.Becauseof thepresenceofalaggedependent
variableamongtheexplanatoryvariablesandacompounderrortermsubjectoauto-
correlation,estimationof thisformulationby ordinaryleastsquares(OLS)yields
biasedandinconsistentresults.7It was,therefore,necessarytocross-checktheOLS
resultsby comparingthemwiththeresultsof theestimationof thesamerelationby
someconsistentestimationmethods.Threesuchmethodsusedwereliviatan's
lagged-valueinstrumentalvariable(IV) method,Wallis'sextensionof theIV method
usinga Cochrane-Orcuttransformationwhichapproximatesto generalisedleast
squares(GLS),andanothervariantof theGLSmethodinvolvinga transformation
derivedby Cooperof theCochrane-Orcutttechniquetocorrectfor theasymptotic
biasintroducedintotheestimatesby thepresenceof alaggedependentvariable.s
Estimatesyieldedby thesemethodsaregivenbyequations1(d)to 1(f) respectively;
thecorrespondingOLSestimateisgivenbyequation(lc).
Bothvariantsof theGLS techniqueyieldestimatesof thecoefficientshatare
verysimilarto theOLSestimates.ThecoefficientsyieldedbytheIV techniqueare,
however,somewhatdifferent.Thedistributed-lagmodeldoeswellinallthecompu-
tations,andcorroboratestheresultsyieldedby theformulationof thepermanent
incomemodelgivenby equation(la). Thelagin theadjustmentof household
expendituretochangesin incomeisreflectedinasubstantialdifferencebetweenthe
short- andlong-runmarginalpropensitiestosave.Theshort-runMPS,givenbythe
coefficientof Y in equations2(c)to 2(f), is shownto beabout0.35by theOLS
andGLSestimatesandabout0.48bytheIV estimates.Thecorrespondingestimates
6Compareequation(h) withequation(2d)in Table2.
7On thispoint see,for example,Johnston[18, Chap,10].
8SeeN, Liviatan[21], Wallis[3~],andCooper[6].
Table 1
PermanentIncomeModelandHouseholdSaving
1950-51-1976-77:RegressionResults
S == -184.170 + 0.084Yp+ O.5llYT R:2 == 0.816 (Ia)
(- 0.693) (6.047) (3.900) DW == 2.095
S == - 417.463 + + + R:2 0.752 (I b)O.1llYp + 0.1l7YT
==
(-1.358) (8.378) (1.190) DW == 2.182
,.,
- 124.509+ 0.355Y -
0.295C-1 R:2 == 0.818 (Ic)
" =
(- 0.461) (4.480) (-3.116) DW == 2.556
S == 5.271 + 0.477Y - 0.441C-l R2 == 0.863 (I d)
(0.222) (5.839) (- 4.516) DW == 1.876
S == - 113.659 + 0.359Y - 0.298C-I R2 == 0.720 (I e)
(- 0.382) (3.886) (- 2.725) DW == 2.830
S == - 123.435 + 0.355Y - 0.294C- 1 R2 == 0.823 (If)
(-0.572) (4.628) (-3.226) DW == 2.037
I
Note: S andV arehouseholdsavinganddisposableincomercspectivelywhileVp' VT' V; and
V areestimatesof permanentandtransitoryincomein thehouseholdscctoraccordingto
defmitions(i) and(ii) in thetextrespectivcly.
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of the long-runMPS areaboutO.085and0.065respectively.The long-runMPS is
givenby theexpressionI - ( ~-) intheoriginalconsumptionfunctionC=a+bY
I -c
+cC-l from which theestimatesof thesavingsfunctiongivenin equations2(c) to
2 (f) havebeenderived.
The estimatedcoefficientsof the distributed-lag model also providesome
informationabout the averagelengthof the planninghorizon of the expenditure
units. If thishorizonwereinfinite,eachtermin theexpressionmeasuringpermanent
incomewould receiveequalweight. The particularweightingschemeemployedby
themodelpositsthatexpendituredecisionsareinfluencedmoreby presentthanby
past income. The estimatedcoefficientsof the consumptionfunctionshowedthat
the influenceof pastincomelevelson currentexpenditurebecameverysmallafter
two to threeyears. Put differently,an overwhelminglylargepart (over95 percent)
of the full, long-runadjustmentof consumptionexpenditureto a sustainedincrease
in current incomewasindicatedto takeplacewithin the followingtwo to three
years. This suggeststhat a definition of permanentincomein termsof income
expectationsgeneratedby levelsof incomeexperienceduringthepastfew years,
suchasa three-yearperiodusedby us,providesa fairly reasonableapproximationof
the truemagnitudesin thepresentcase.9 Theexplanatorypower(asindicatedby
R2) of the distributed-lagmodelappearsto be roughlysimilarto thatof themodel
using a three-yearaverageof the most recentlevelsof incomeas a measureof
permanentincome.
II. RATE OF GROWTHOF INCOMEANDSAVING
forwardmovementin theeconomy,whichmaybehighlyconducivetoentrepreneur-
ialsaving.Finally,giventheinitiallyverylowaveragel velsof livingin developing
countries,aslowor gradualincreaseinincomemayhaveonlyalimitedeffectonthe
averagesavingsratiowhereasarapidincreasemayhaveafairlysubstantialeffect.
Theresultspresentedin thepreviousectionforthepermanentincomemodel
indicatedsupportfor thehypothesIsthatrapidincreasesin incometendedto raise
the rateof saving.A numberof studiesof thesavingsfunctionin developing
countrieshaveincludedtherateofgrowthofincome xplicitlyin thefunctionasan
independentr~gressor,andmostof theempiricaltestshaveproducedsignificantand
positive.coefficientsfor thisvariable.12 Table2 givestheresultsof somerelatively
simplemodelsincludinganincomegrowthvariableandusingoursetofdata.13
Theresultshowthattheadditionof thisvariableto thesimplesavings-income
modelbringsaboutanappreciableimprovementi theestimatedrelationship.This
is particularlytruewhenthe savingsratio is usedas the dependentvariable.
Comparingequations2(b)and2(c)withequations2(e)and2(f) weseethatthe
inclusionof therateof growthof incomein themodelmorethandoublesits
explanatorypower.Equation2(a)showsthatanincreasein thegrowthratebyone
percentagepoint raisessavingsby about2.5 percent(measuredat themean).
Equations2(b)and2(c)indicatethatthesameincreasein thegrowthrateraisesthe
savingsratiobyaboutone-quarterofapercentagepoint.
Theaboveresultsrelatetotheoverallperiod1950-51-1976-77. Therelation-
shipbetweensavingsandincomegrowthturnedouttobesignificantlystrongerwhen
thesamefunctionswereestimatedfortheperiod1959-60-1976-77,therebyleaving
out the1950swhichwasaperiodof a relativelyslowgrowthin theeconomy(real
incomefell in someyearsduringthisperiod).Thisis shownby equations2(g)to
2(i). Equation2(g)showsthatanincreasein thegrowthrateby onepercentage
point is now associatedwith an increasein savingsof morethan4.5 percent
(measuredat themean).Equations2(h)and2(i)showthattheassociatedincrease
inthesavingsratioisalittlelessthanone-halfofapercentagepoint.
Theresultsthusindicatethattherateof incomegrowth asbeenanimportant
determinantof thepropensityto savein thecountry,andthatits influencewas
Asnotedabove,animplicationcommontothepost-Keynesiantheoriesof the
savingsfunctionis thatthe rateof growthof incomeis a majordeterminantof
saving.I0 Withintheframeworkof thesetheories,thisinfluencederiveslargelyfrom
lagsin theadjustmentof consumptionto rapidincreasesin income;largeandrapid
increasesin incometendto raisethemteof savingby raisingtransitoryincome
relativeto permanentincome,or currentincomerelativetopreviouspeakincome.
However,thepositiveimpactof a risein therateof growthmaynotbelimitedto
thisline of causationalone. A higherateof growthmayalsostimulatesaving
throughwhatMcKinnonhastermedthe'portfolio-effect'of growth.Thiseffect
comesaboutasthepublictriesto maintainitsdesiredratioof moneybalancesand
other financialassetsto incomeby savingmore.11 Further,a high growth
momentumhelpscreatean environmentof increasingprosperityanda general
12See,for example,Houthakker[16), Swamy[30], Williamson[34), Singh[28], and
Leff andSato [20].
13A validquestionaboutthesesingle-equationresultsis thesimultaneityproblem,i.e.the
problemof the feed-backeffect of the dependentvariableon the rate of growth. Strictly
speaking,the savingsfunction cannot be estimatedwithout settingup a whole systemof
simultaneousequationswhichtakeinto accountall suchfeed-backeffects. UnfortuJ;lately,we
are preventedfrom undertakingany such exercisebecauseeconometricresearchinto other
structuralrelationshipsin theeconomy,e.g.theaggregateproductionfunction,thatarerequired
for thispurposehasalsobeenseriouslylacking. For thepresent,therefore,thesingle-equation
modelsbeingusedhereareperhapsthebestthatmaybeattempted.
9Severalempiricalstudiesof the savingsfunctionin developingcounhieshaveyielded
similarresults;see,for example,thestudieslistedin footnote4.
IOFor a discussionof the similarityof thesetheorieson thispoint, seeSwamy[30],
HouthakkerandTaylor [17], andSingh[28].
11SeeMcKinnon[22,pp. 123-9].
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comparativelymuch strongerfor the period after the 1950s(especiallyover the
1960swhengrowthrateswereat theirpeak).14
III. INTERESTRATES,INFLATIONANDSAVING
Economictheorydoesnotprovideanunequivocalprioriexpectationregard-
ing the directionof the relationshipbetweeninterestratesand saving. The
indeterminacyin the theorystemslargelyfromtheoppositeinfluencesthatthe
incomeandsubstitutioneffectsof aninterestratechangexerciseonthepropensity
to save,withthenetresultdependingontheirrelativestrengthwhichcanbedeter-
minedonly empirically.The incomeeffecttendsto raiseconsumptionout of
presentincomeasit enablesconsumerstomaintainthesameamountofconsumption
in thefutureasbeforebutwithlesssavingtoday.Thesubstitutioneffect,onthe
otherhand,tendsto reducepresentconsumptionby makingit moreexpensivein
termsof thefutureconsumptionthatisforgoneasaresult.
Then,it is arguedby somethatwhereasanincreasein interestratesmaylead
to anincreasein savingininterest-bearingfmancialassets(asit isarewardforsaving
in thisparticularform),it maynotbringaboutanincreasein totalsaving(andmay
evenreduceit) by depressingsavingin theformof directinvestmentin physical
capitalassetswhoserelativeprofitabilityis consequentlyowered.Thus,accord-
ingto thislineof argument,interestratesmaybemoresignificantin determining
investmentportfoliosor thechannelsintowhichsavingsflowthaninalteringsaving
propensities.
In amorerecel1tworkin thisareain developingcountries,analternativeiew
hasbeenproposedthatstressesa relationshipof complementaritybetweenprivate
~avingin fmancialassetsandinvestmentinphysicalcapitalgoodsandsinglesoutthe
realrateof interestasanimportantvariableinfluencingboth.Foralargemajorityof
investorsin thesecountries,accordingto thisviewwhichisfrequentlyreferredtoas
theMcKinnoncomplementarityh pothesis,15savingin theformofaccumulationf
financialassets(chieflycurrencybalancesanddeposits)actsasa 'conduit'through
whichtheaccu~ulationof physicalcapitalassetstakesplace.Thisisbecause,given
the relativelyunder-developedfinancialstructuresin thesecountriesand the
consequentlimitedflowof externalfinance,investmentplansof householdentre-
preneursandsmallunincorporatedbusinessunits(whichdominatetheproductive
14Thattheinfluenceof incomegrowthon savingswasmuchstrongerafterthe1950swas
also indicatedby theestimatesof therelevantfunctionsfor the sub-period1950-51-1958-59
(not shownhere).For instance,estimationof equation2gfor thisperiodshowedthatthecoeffi-
cientof theincome-growthvariablewassignificantlysmallerthanthatfor theperiod1959-60-
1976-77andthatit wasstatisticallysignificantonly at the 10percentlevel.Applicationof the
Chow F -test alsoshowedthat the samerelationshipgavesignificantlydifferentresultsfor the
twosub-periods.
15SeeMcKinnon[22,esp.Chap.6].I
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Table2
Rateof GrowthofIncomeandHouseholdSaving
/950-51-/976-77:RegressionResults
S = - 508.703+ 0.106Y + 48.375(Y) R? = 0.815 (2a)
(- 2.008) (9.744) (2.870)(Y)OW = 2.054
S = * 0.222(Y) R?3.881 + 0.0099Y + = 0.377 (2b)
Y
(1.7201) (1.781) (3.202)(Y)OW = 1.450
S =
*
0.219(Y) R2- 17.024 + 4.163LnY+ = 0.379 (2c)
V
(- 1.243) (1.815) (3.142)(Y)OW = 1.467
S = - 423.075+ 0.1I2Y R2 = 0.762 (2d)
(- 1.481) (9.176) OW = 2.197
S = 2.888 + 0.014Y* R2 = 0.146 (2e)
Y
(1.104) (2.331) OW = 1.600
S =
*
R2 0.159 (2f)- 28.464 + 6.225LnY =
Y
(- 1.852) (2.433) OW = 1.625
1959-60-1976-77
S = - 498.217 + 0.094Y +118.626ffiXlR2 = 0.766 (2g)
(-1.174) (6370) (4.088)(Y)OW = 2.181
S =
*
0.430(Y)R2 0.433 (2h)8.348 - 0.0016Y + =
y
(2.579) (- 0.214) (3.867)(Y)OW = 2.004
S =
*
0.430(Y) R2 0.433 (2i)11.295 - 0.598LnY + =
y
(0.591) (- 0.190) (3.862)(Y)OW = 2.004
*
Note:Y ispercapitahouseholddisposableincomeand
Y =100.0(Y -Y )/Y
Y -1 -1
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activityin thesecountriesbutgetadisproportionatelysmallsharein thetotalavail-
abilityof externalfinance)areto a largeextentsubjecto theconstraintof self-
finance.In ordertobeableto investin relativelylumpycapitalgoods,investorsin
thesecategoriesmustsaveandaccumulatesufficientlylargefinancialbalancesovera
periodof time. An increasein therateof interestundertheseconditions,according
to thisview,will stimulatebothfmancialsavingsandrealinvestment:financial
savingswillbestimulatedbecausetherateof returnthereonincreases;theincentive
to investwill bestimulatedbecausetheopportunitycostof accumulatingfinancial
balanceswitha viewto eventuallyinvestingthemin physicalcapitalfalls,thereby
enlargingthefinancialconduit.Further,anincreasein therateofinterestmayalso
inducelargersavingsby increasingtheneedfor internalfmancingin thecaseof
entrepreneurswhopreviouslyhadaccesstocheapexternalfinance.
Giventhediversityof thepossibleeffectsof a changein interestrateson
saving,it is notsurprisingto findthatempiricalstudiesof thesavings-interestrate
relationshiphaveproducedavarietyof results.Thefindingshaverangedfromsignif-
icantlypositivecoefficientsontherateof interesto significantlynegativeones.16
However,theempiricalworkrelatingto developingcountriesin recentyearshas
producedmoreconsistentresults,withamajorityof thestudiesreportingapositive
(in somecasesquantitativelystrong)correlationbetweensavingandchangesin
interestrates.I 7
In the caseof inflationalso,a priori reasoningdoesnot providea unique
answerto thequestionwhetherit promotesor discouragessaving.A numberof
channelsof influencebetweenthetwohavebeenpointedoutandelaboratedin the
literature.Thecasefor inflationaryfinanceis built largelyon thepremisethat
inflationtendsto redistributeincomein favourof groupsandinstitutionsin the
economywith higherpropensitiesto save. Withintheprivatesector,incomeis
redistributedfromwage-andsalary-earnerstoentrepreneurs(becauseofalagin the
adjustmentof wagesandsalariestoarisingpricelevel)andfromcreditors/rentiersto
debtors(ascontractsaregenerallyfixedin nominalterms),therebyplacingmore
resourcesdirectlyin thehandsof investorswhoaresupposedtohavehighersaving
propensities.Thushigherinvestment,fmancedthroughmonetaryexpansionat full
capacity,will generateitsownsavingsastheensuinginflationdirectsresourcesfrom
relativelylow saversin theeconomyto relativelyhighsavers.Thisis theso-called
Keynesianapproachto inflationaryfinance. Further,inflation,beinga tax on
holdingmoney,also transfersresourcesfrom the public to the government
(monetaryauthoritiesor issuersof money).A largerproportionof theresources
thusmadeavailableto thegovernment,i is assumed,is channelledintoinvestment
projectsthanwouldhavebeensaved/investedif theseresourceshadbeenleftwith
theprivatesector,thusraisingtheoverallrateof savingintheeconomy.Thisisthe
so-calledquantitytheoryapproachtoinflationaryfmance.18
Thetwotypesof income-redistributioneffectsarenotmutuallyexclusive,of
course,andanexcess-demandi flationis likelyto involveboth. Theeffectsofin-
flationon saving,however,arenotlimitedto thoseemanatingfromtheredistribu-
tion of incomealone. Inflationmayincreasesavingthroughtheso-calledreal-
balanceffectasreflectedin theattemptsof theholdersof moneybalancesand
otherfmancialassetsto restoretherealvalueof theirholdingsafteranincreasein
prices.
But thisis onlyonesideof thepicture.Inflationcanalsobedetrimentalto
savingsin severalways.First,theprocessesoutlinedabove,wherebyinflatiotlmight
exerta favourableinfluenceonthepropensityto save,havesomeimportantqualifi-
cations.Forexample,theredistributiveeffectsofinflationnotedabovearenormally
associatedonlywithaparticulartypeof inflation,namelyexcess-demandi flation.
Further,evenwheninflationis of a pureexcess-demandvariety,thereis stillno
guaranteethattheredistributionof incomefromwage-earnerstoentrepreneurswill
takeplaceas thisprocessmaybe thwartedby a wage-pricespiralwherewages
quicklycatchupwithpriceincreases.19
Secondly,it is notclearwhethertheneteffectonsavingof incomeredistribu-
tion throughinflationwouldbepositiveor negative.Whereastheredistributionof
incomefromwagesin favourof entrepreneurialincomesmaybeexpectedto raise
thepropensitytosave,nosuchgeneralisationcanbemadein thecaseof theredistri-
butionof incomefromtheprivateto publicsector,andthequestionhasto be
decidedlargelyonempiricalgrounds.
Thirdly,in sofarasadisproportionatelylargechunkof loanablefundsinthe
economyis monopolisedby a relativelysmallminorityof establishmentsin big
business,inflationmayhaveadetrimentaleffectontheoverallpropensitytosaveby
penalisingalargeproportionof saversin thepopulation,whoarethesourceof these
funds,forthebenefitofahandfulofvestedinterests.
Fourthly,therevenueaccruingto monetaryauthoritiesfromtheinflationtax
will tendto declineasthetaxbecomesincreasinglyburdensomewitharisingrateof
inflationandthepublicrespondsby cuttingdownitsholdingsof moneybalances,
thusnarrowingthebaseon whichthetaxoperates.Thisresultsin reducingthe
amountsthatthepublicwouldotherwisehavesavedvoluntarilyin theformofreal
cashbalances.
16For examplesof the formertypeof results,seeC. Wright[36; 37], andGupta [14].
For examplesof thelattertypeof results,seeWilliamson[35], andWeber[33].
17See,for example,Brown[4], Abe,Fryetal. [2], andFry [12].
18Undera progressiveincome-taxstructure,inflationwouldalsotransferesourcesto the
governmentthroughhighertaxyieldsatanunchangedlevelof realincome.
I9However,the bulk of empiricalevidenceshowsthat the wage-pricecoefficienthas
typicallybeenlessthanunity in thepast,evenin thelongrun. This is particularlytruein the
caseof developingcountrieswheretradeunionactivityis generallyweakin strengthandlimited
in scope.
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Finally,a risingpriceleveldiscouragesvoluntarysavingnotonlyin theformof
cashbalancesbutalsoin theformofvariousothertypesof fmancialassetsbyreduc-
ingtheexpectedrealrateof returnonthoseassets.Thishasfurtherseriousimplica-
tions for savingsif financialsavingsareconsideredto be complementarywith
physicalinvestments,astheyareintheMcKinnonmodel.
It isclearfromtheabovethattheneteffectof inflationonsavingcanbeeither
positiveornegative,dependingontheparticularsof thecaseinquestion.Thisisone
majorreasonwhy empiricalwork on the subjecthas in severalcasesyielded
inconclusiver sults,thoughin amajorityof studiestherelationshipbetweensaving
andinflationhasbeenfoundtobenegative.Theinconclusivenatureof theresults
is particularlycharacteristicof studiesthathaveusedcross-countrydata.Giventhe
varietyof conditionsin differentcountriesassociatedwith any givenrateof
inflation,conditionsthathaveanimportantbearingontherelationshipbeingtested,
it is notsurprisingthatmostof thesestudieshaveyieldedratherpoorresults.This
becomesevidentwhenweconsiderthatthesamerateof inflationcanbeassociated
witH differenttypesof inflationin differentcountries,with differentsupply
responses,withdifferentspeedsof adjustmentto inflation,etc.,etc. Thisis also
reflectedin the fact thatstudiesthathaveusedtime-seriesdataon individual
countrieshavegenerallyreportedmuchbetteresults?O
Againstthisbackground,weI}owexaminetheresultsyieldedby oursetof
data. To determinetheroleof interestratechangeson savingin thehousehold
sector,weaddedaninterestratevariabletothesavings-incomeodelsconsideredin
theprecedingsections.Table3givestheresults.
Therateof interestusedin theregressionsfor theoverallperiod1950-51-
1976-77wastheaverageannual(quarterlyaverage)rateof intereston scheduled
banks'sixmonthsto oneyeartimedeposits,convertedintorealtermsbysubtract-
ingfromit thecorrespondingannualrateof changein theconsumerpriceindex.21
Thisinterestrateserieswaspreferredonapriorigroundstootherseriesavailablefor
thewholeof thisperiod,namelythecallmoneyrate,theyieldonlong-termgovern-
mentbondsandtheaverageinterestrateonscheduledbanks'savingsdeposits.Time
depositsconstituteasubstantialproportionof thetotalhouseholdsavingin financial
assetsin thecountryandtheirrateof returncan,therefore,approximateheaverage
returnonthevarioustypesof financialassetstosaversin thesectorbetterthanthe
otherratesmentionedabovepossiblycan.A weightedaveragerateof interestonall
typesof interest-bearingdepositscouldhaveprovidedastillbetterproxybutsucha
serieswasavailableonlyfor theperiod1959-60onwards.However,theestimation
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of thesamequationswiththisinterestratemadeverylittledifferencetotheresults,
ascanbeseenfromequations3(e)to3(j) in thetable.
Table3
Rateof InterestandHouseholdSaving
1950-51-1976-77:RegressionResults
S =- 289.363+ 0.116Y
(- 0.614) (6.364)
S =~305.192+ 0.092Yp
(- 0.808) (5.619)
S =- 630.673+ 0.108Y
(- 1.703) (7.907)
S =-333.284 + 0.118Y
(- 0.698) (6.360)
S =- 336.872+ 0.095Yp
, (- 0.867) (5.523)
20Forexamplesof studiesusingcross-countrydata,seeWilliamson[34].Thirlwall [31],
andAbe, Fry et al. [2]. For examplesof studiesusingtime-seriesdataon individualcountries,
seeDiwan[7], Gupta[13, 15], andBrown[4].
21Usingthe actualrate of inflationas a proxy for the expectedrateof inflation. See
Akhtar [3] onthereasonablenessof thisprocedurein thecaseof Pakistan.
S =- 654.593+ O.llOY
(- 1.765) (7.742)
+54.118r
(3.072)
+ 0.592YT+ 47.773r
(3.784) (3.348)
+94.6831'>Y + 36.462r
(3.595)Y (2.598)
*
+53.146r
(3.043)
Note: r = Averageannual(quarterlyaverage)real rateof intereston scheduledbanks'six
* monthsto oneyeartimedeposits(%).
r = Weighted-averageannual (quarterly average) real rate of interest on all types of
interestbearingdepositSIwithscheduledbanks(%).
Sf = Householdsector'snetsavingin financialassets.
S =- 602.170+ 0.124Y +41.543r = 0.825 (3a)
(-2.394) (11.130) (3.161) DW=2.124
S =-349.843 + 0.0996YP + 0.432YT+ 37.504r R? =0.866 (3b)
(- 1.501) (7.733) (3.772) (3.097) DW=2.126
S =- 603.154+ 0.117Y +29.806tN + 29.533-r -[2 = 0.836 (3c)
(- 2.480)(10.080) (1.621)Y (2.007) DW= 2.116
Sf=- 742.460+ 0.075Y +28.785r :R2 =0.636 (3d)
(- 3.021) (6.884) (2.241) DW = 2.308
1959-60-1976-77
:R2 =0.697 (3e)
DW= 2.128
:R2 =0.805 (3f)
DW= 2.050
:R2 =0.831 (3g)
DW= 2.268
:R2 =0.695 (3h)
DW=2.121
+ 0.585YT + 46.142r* :R2=0.797 (3i)
(3.661) (3.200) DW = 2.027
*
:R2 =0.827 (3j)+.94.496llY+ 35.196r
(3.527)--Y (2.495) DW= 2.234
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It will beseenthatthecoefficientof thereal22rateof interestispositiveand
statisticallysignificantin alltheregressionsreportedin Table3. Thesizeof theco-
efficientshowsthat in quantitativetermsaswell the relationshipbetweenthis
variableandsavingis fairlystrong.Thusequation3(a)to3(c)showthatanincrease
(decrease)in therealrateof interestbyonepercentagepointtendedtoraise(reduce)
totalhouseholdsavingby 1.5percento over2 percent(measuredat themean).
Thisindicatesastrongresponseonthepartof saversto changesin therealrateof
returnoncommonlyheldfinancialassetssuchasbankdeposits.
It will benoticedthattherateof growthof incomebecomesinsignificantat
conventionallevelsof significancewiththeinclusionof theinterestratevariablein
thesavingsfunctionfor theoverallperiod1950-51-1976-77(equation3c). But,as
wesawearlier,therelationshipbetweensavingandincomegrowthappearsmuch
strongerif theearly1950sareleft out of theestimation.Thusweseethatin
equations3(g)and3(j), thecoefficientsof boththerateof growthof incomeand
therateof interestaresignificantatthe5percentlevel,andarestronglypositive.
To carrytheabovefmdingsalittlefurtherby attemptinganidentificationof
thetransmissionmechanismthroughwhichchangesininterestratesinfluencesaving,
weestimatedequation3awiththehouseholdsector'savingin financialassetsubsti-
tutedfor thesector'stotalsavingasthedependentvariable.Theresultisshownby
equation3d. Accordingto thisresult,anincrease(decrease)in therealrateof
interestby onepercentagepointtendedto raise(reduce)nethouseholdsavingin
fmancialassetsbyabout3.5percent.In proportionalterms,theeffectismuchlarger
thanthatseenabovein thecaseof totalhouseholdsaving.Thisiswhatonewould
normallyexpectastherealrateof interestis primarilyameasureof therealrateof
returnon fmancialassets.Butthemoreinterestingpointtonoteisthatthechange
in householdsavingin financialassetsaccountsfor, in absoluteterms,onlyapart
(thoughapredominantone)of thetotalchangein thesector'savingthattakesplace
asa resultof a changein therealrateof interest.A significantlyargepartof the
totalis accountedfor by achangein thesamedirectionin thesector'savingin the
formof directinvestmentin realassets.Comparingequations3(a)with3(d),our
estimatesshowthatthelattertypeof savingaccountsfor,onaverage,about20per-
centof thetotalchange.
In the lightof ourearlierdiscussionof thepossibleffectsof interestrate
changeson savingbehaviour,the followinginferenceabout the transmission
mechanismaybedrawnfromtheabovefmdings.Thepositiveffectofanincrease
in therealrateof interestin theeconomyworksprimarilyon savingin financial
assetsby raisingtherealrateof returnonsuchassets.Thisin turninducesafurther
increasein savingbyincreasingtheincentivestoinvestinphysicalcapitalassets.Our
findingsthus lend supportto whatwasreferredto aboveas the McKinnon
complementarityhypothesis.23
The policyfollowedin Pakistanhasbeenoneof low interestrates.The
nominalratesofinterestonbankdepositsin thecountrywerein thepastdetermined
by a combinationof mutualagreementsbetweentheleadingscheduledbanksand
directivesfromtheStateBankof Pakistan.Thelineof policypursuedwastokeep
theratesatlowlevels,adjustingthemupwardwithtimeinsmalldiscretesteps.The
rateof inflation,ontheotherhand,underwentagooddealof fluctuation.Although
thesefluctuationstookplacewithina low to moderaterangeof valuesupto the
early1970s,thelow levelof nominalinterestratesmeanthattherealreturnon
bank depositsbecamenegativewheneverthe rateof inflationregisteredevena
moderateincrease.Seenin thelightof thefactthattherealrateof interestin the
countrygenerallyremainedatlow- oftennegative- levels,thestrongcorrelation
betweenchangesin realinterestratesandthelevelofhouseholdsavingindicatedby
ourregressionresultsappearsallthemoreremarkable.It pointstoapotentiallyeven
strongeresponseon thepartof saversin thesectorto sizableincreases.inthereal
rateof returnoncommonlyheldfmancialassetsuchasbankdeposits.It alsoshows
thatby keepingtherealreturnonsuchassetsdepressed,thelowinterestratepolicy
followedin thecountryhadtheeffectof keepinghouseholdfinancialsavingsmuch
belowthelevelthatwouldhavebeenforthcomingunderamorefavourableinterest
rateregime.
Whentherateof inflationwasintroducedirectlyintothesavingsmodels,its
coefficientwas foundto be consistentlynegativeandhighlysignificant,as the
regressionestimatesgivenin Table4 indicate.24Theimpactof inflationonhouse-
holdsavingis shownto havebeennegativeonbalance.Thevaluesof thecoeffi-
cientsshowthata risein therateof inflationby onepercentagepointtendedto
reducesavingsby about1.5percento over2percent(measuredatthemean).This
pointsto a remarkablesimilaritybetweentheestimatedcoefficientsof therealrate
of interestand the rateof inflation. Comparingequations3(a)to 3(c)with
22Nominalinterestrateswerealsotriedbut theresultswerefoundto beunsatisfactory.
The coefficientof theinterestratetermwasinsignificantin all cases.Apart fromthetheoretical
reasonthat it is the realrate of interestthat is the morerelevantmagnitudein the present
context,a statisticalreasonthat seemedto be partly responsiblefor theseresultswasa high
correlationbetweenincomeandnominalinterestrates.
23Supportingevidencefor the McKinnon complementarityhypothesishasalso been
reportedby anotherstudyrelatingto Pakistan.Estimatingsomedemandfor moneyfunctions
with datarelatingto pre-1971Pakistan(i.e. includingformerEast Pakistan),Abe, Fry et al.
foundthatthe accumulationof moneybalanceswaspositivelyandsignificantlycorrelatedwith
theoverallevelof savingin theeconomy[I] .
24Thegrowthratevariableappearsinsignificant(at conventionallevels)in equation4c.
However,wehaveseenthatthisvariablegivesmuchbetterresultsif weleaveout the1950sover
which therateof incomegrowthwasgenerallylow. Thusboththisvariableandthenewvariable
arehighlysignificantandquantitativelystrongin thefollowingequationestimatedfor theperiod
1959-60-1976-77.
S = - 717.224 + 0.1l9Y +
(- 1.907) (7.390)
92.443
(3.408)
6,Y - 35.445&
Y (- 2.491)P
R"2 =
DW =
0.827
2.253
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- 42.078&
(- 2.292)P
R? = 0.829
DW = 2.148
primarilythroughsavingin fmancialassets,thoughthedirectionof theeffectisnow,
ofcourse,reversed.Thedepressingeffectonsavingin fmancialassetsi accompanied
by a similar,thoughquantitativelysmaller,effecton savingin theformof direct
investmentin realassets.
A pointthatmayberaisedhereisthatattheratesofinflationthatprevailedin
thecountryformostof thetimeduringtheperiodunderconsideration,i flationwas
neverreally.employedasa strategyfor promotingsavingandgrowth.Nowit is
true that excludingthe 1970s,the rateof inflationin thecountryonlyonce
exceeded10percentperannum.In mostotheryearsit hoveredaround5-6percent
per annum. But the importantconsiderationto noteis thatit is not onlythe
absolutelevelof therateof inflationthatis relevantfromthepointof viewof the
strategyin question;thisratehastobeseeninrelationto theotherrelevantvariables
andconditionsin theeconomywhichhaveadetermininginfluenceonthemechanics
of thisstrategy.Thestrategyof inflationaryfmancingof developmentsetsmuch
storeby theredistributiveeffectsofinflationin favourof theentrepreneurialclasses
to realiseitsgrowthandsavingsobjectives.Whetherinflationsucceedsin redistribut-
ingresourcesto thefavouredgroupsornotdependsnotonlyontheabsoluterateof
inflationbut also,interalia,onsuchfactorsaswhathappensto moneywages(for
redistributionfromworkers)andthelevelof interestrates(for redistributionfrom
creditors).Thereisagooddealofevidencewhichshowsthatduringtheperiodof
low tomoderateratesofinflation(absolute),realwageseitherstagnatedorrosevery
little as comparedwith the generalgrowthof profitabilityandincomesin the
economy.Somestudieshavereportedthattheyfellabsolutely.25Further,aswe
havenotedalready,nominalinterestratesin theeconomywerekeptatsuchlow
levelsthatevenattheserelativelymoderateratesof inflation,therealreturnavail-
ableto thesuppliersofloanablefundswasgenerallyeithernegative.orextremelyow
ascomparedwiththeratesofprofitonphysicalinvestmentsfinancedbythesefunds.
Thusweseethatalthoughtherateof inflationremaindrelativelymoderateover
mostof theperiodunderconsideration,therisein priceswasaccompaniedby a
transferof resourcesin favourof thecapitalistsasrealwagesandrealinterestrates
stagnated.It mayalsobeaddedthatredistributionofincomein favourof thisclass,
especiallythericheronesin thisclass,throughthisprocesswasbut oneamong
severalwaysof doingso.Thisendwasalsopursued,directlyorindirectly,througha
hostof otherchannelsandgovernmentpolicies.
Anotherpointthatmayberaisedhereis thatto assessfullytheeffectof the
incomeredistributiveconsequencesof inflation,weshouldlookatthewholeof the
privatesector(includingthecorporatesector),nay,thewholeof theeconomysoas
to incorporatethecompositeffectonsavingof redistributionofincomebothwith-
in theprivatesectoraswellasfromtheprivateto thepublicsector.To seeif the
equations4(a)to 4(c),weseethatthetwosetsofcoefficientsareverysimilar.This
is not a surprisingresultconsideringthatchangesin therealrateof interestin the
countryweretoa largeextentdeterminedby changesin therateof inflation.This
wasso because,aswenotedabove,thepolicy-determinednominalinterestrates
wereallowedto increaseonlygraduallyinsmalldiscretestepswhiletherateof infla-
tionfluctuatedagooddeal.Anotherinferencethatcanbedrawnfromthisresultis
thata largepartof theadverseffectof inflationonsavingwastransmittedthrough
itseffectof loweringtherealrateofreturnonfmancialassets.Theseassetsaccount
for asubstantialproportionof totalhouseholdsavingandtheirimportancehasbeen
increasingwithtime. Further,insofarastheaccumulationf fmancialassetserves
as a conduitfor real capitalaccumulation,the adverseffectmaynot remain
confmedto theformeralone.Thusit seemsthatbydepressingtherealreturnavail-
able to investorson varioustypesof fmancialassets,and by increasingthe
opportunitycostof accumulatingcashbalancesforfuturerealinvestment,inflation
hadastrongunfavourableeffectonhouseholdsavingwhichsubstantiallyoutweighed
anypossiblefavourableeffectsthatit mayalsohavegenerated.
Table4
InflationandHouseholdSaving
1950-51-1976-77: RegressionResults
S =-697.143 + 0.136Y
(- 2.724)(10.750)
S =-438.796+ O.1llYp
(- 1.812) (7.512)
S =- 670.728+ 0.126Y
(- 2.682) (9.031)
Sf =- 800.804+ 0.082Y
(- 3.154) (6.584)
(4a)
+ 0.425YT- 37.185& R2 =0.866
(3.680) (- 3.069)P DW=2.146
+27.969b.Y- 30.422& R2 =0.838
(1.502)Y (- 2.072)P DW= 2.133
(4b)
(4c)
- 28.010&
(- 2.209)1>
R2 =0.634
DW=2.293
(4d)
Note: /::£ =100.0(P- P-1)/P-1' Pbeingtheconsumerp iceindex.P
Thesamepointemergesmoreclearlywhenasin thecaseof theinterestrate
variable,thesavingsfunctionisestimatedwithhouseholdsavingin financialassetsas
thedependentvariablein placeof totalhouseholdsaving.Theregressibnestimateis
givenby equation4(d). Theabsolutevaluesof thecoefficientsof therealrateof
interestandtherateof inflationremainremarkablysimilar(cf.equations3(d) and
4(d». As in thecaseof the former,the effectof the latterappearsto work 25See,for example,Khan (19).
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substitutionof totalprivatesectorsavingortotalnationalsavingfortotalhousehold
savingasthedependentvariablemadeanysignificantdifferencetotherelationships
estimatedabove,were-estimatedequation4(a)overthesameperiodaftermaking
thenecessarysubstitutions.Therewaslittlechangein theresultsasthecoefficients
of therateof inflationremainednegativeandstronglysignificant.26Indeed,thisis
whatshouldbeintuitivelyobviousin thecaseof Pakistan.If aneconomicvariable
exertsa strongandhighlysignificantnegativeffecton savingin thehousehold
sectorwhichaccountsfor aboutthree-fourthsof thetotalannualsavingin the
economy,it isdifficulttoimaginethatitseffectonsavingin theeconomyasawhole
canbepositive.
Wealsoransomeregressionsu ingaquadraticrelationshipbetweentherateof
savingandtherateof inflation,bothat thesectoralandnationalevels. The
rationaleunderlyingthis formulationis that whereasa relativelymild rateof
inflationmaypromotesaving,at higherratesthenegativeffectsoutweighthe
positiveffectsothatsavingis adverselyaffected.However,nousefulresultswere
obtained.AlthoughthecoefficientsonthetwoPriceterms,i.e.,- & and( -& )2,
. P P
had the predictedsigns,the positivecoefficient(on &) wasalways statistically
P
insignificant. As the resultsdid not representa significantimprovementoverthe
simple linear modelsconsideredabove(as indicatedby the F -test),they are not
reportedhere.
IV. CONCLUSIONS
indicatingthatlargeandrapidincreasesin householdincomehaveapositiveimpact
on therateof saving.Therateof growthof incomewasalsotrieddirectlyin the
regressionsandwasfoundtobeahighlysignificantdeterminantof therateofsaving
in thesector.It appearsthatthesharpaccelerationof incomegrowththattook
placeduringtheearly-andmid-1960swa~a majorfactorbehindthepeaksaving
ratesthenrecorded.Thelattermustin turnhavehelpedto strengthentheformer.
By thesametoken,theslowingdownof incomegrowthtowardsthelate1960sanda
furtherdecelerationi theearly1970sappeartohavebeenimportantfactorsincaus-
ingthesavingratesto fallappreciablyfromtheirearlierpeaklevels.Thissuggestsa
needtomaintainthemomentumof growthin theeconomyoveranumberofyears
so as to bringinto playa sustainedandmutuallycomplementaryelationship
betweensavingsandincomegrowth.
Themuchbetterperformanceof thepermanentincomemodelthanthatof the
simplecurrentincomehypothesisandthehighsignificanceof therateof income
growthasaninfluenceonthepropensityto saveappeartoberelatedcloselytothe
structureof thePakistaneconomy.Economicactivityin thecountryisdominated
by self-employedpeople,averylargeproportionofwhomarefarmers.Theincomes
of thisoccupationalcategoryaresubjecttoarelativelyhighdegreeofvariability.In
the caseof farmersand otherself-employedruraloperatives,in addition,the
consumptionlevelshavea substantialtraditionallydeterminedcomponent,which
meansthattheoveralllevelof consumptionof thisgrouprespondsrelativelyslowly
to variationsin incomein theshortrun. Thesetwofactorstogethermakefor a
relativelygreaterimportanceof variationsin incomeasaninfluenceon national
savingbehaviour.They giverise to relativelylargesavingsout of transitory
incrementsin incomeand,bythesametoken,relativelylargereductionsinsavingsin
thecaseof transitorydecrementsin income.
The aboveis supportedby someevidenceavailablefor countrieswith a
broadlysimilareconomicstructure.For example,severalstudiesof Indiahave
reportedthatthehypothesisof a positivedifferentialbetweenthepropensitiesto
saveout of transitoryandpermanentcomponentsof incomegivescomparatively
muchbetteresultsfor theruralsector.27 Thiscouldnotbetesteddirectlyin this
studybecauseseparateseriesonincomesandsavingsin theruralandurbansectors
arenotyetavailablein Pakistan.Someevidenceis,however,availabletotheeffect
thatamajorfactorbehindthejumpinsavingratesinPakistanin theearly-andmid-
1960swasa sharpaccelerationi thegrowthof incomein theagriculturalsector
aftera periodof nearstagnationi the1950s.28Thisis consistentwiththepoint
madeaboveandindicatesthatthepatternof incomegrowthin thissectoris of
pivotalimportanceto theoverallrelationshipbetweenchangesin incomeandsaving
Thepapertestedsomehouseholdsavingshypotheseswithtime-seriesdatafor
Pakistanfortheperiod1950-51-1976-77.Thepermanentincomemodelemphasis-
ingshort-termadjustmentlagsbetweenincomeandexpendituregaveamuchbetter
explanationof theyear-to-yearchangesin thesector'savingthandidthesimple
Keynesianmodelbasedon currentincomeonly. Thepropensityto saveoutof
transitoryincomewasfoundtobemuchhigherthanthatoutofpermanentincome,
26Theresultsobtainedwereasfollows: 2
(i) S = - 848.118 + 0.154Y - 42.356 6P R = 0.859
pr (- 3.174) (11.840)pr (- 3.150)P DW = 2.114
(ii) S = - 741.269+ 0.146Y - 59.3906P R2 = 0.868
n (- 2.802) (12.770)n (- 4.407)P DW = 1.483
whereSand Yare savinganddisposableincomerespectivelyin theoverallprivatesector(i.e.pr pr
householdsplus corporatesector),and Sand Y are nationalsavingandnationalincome
respectively(all in realterms). n n
In fact, the negativeeffectof inflationon savingincreasesin quantitativetermswhen
nationalsavingis usedasthedependentvariable.Thus(ii) showsthatnowani~creasein DP by
P
onepercentagepoint reducessavingby about2.5percentascomparedwith about2 percentin
thecaseof thecomparablequationfor thehouseholdsector(measuredat themean),suggesting
thatthe transferof resourcesfrom theprivateto publicsectorthroughtheinflationtaxtended
to accentuatetheadverseffectof inflationon saving. 27See,for example,Choudhur('[5] andGupta[14].
28SeeQureshi[26].
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in thecountry.An implicationof thisis thatthevicissitudesof weatherthathave
longbeena majordeterminantof year-to-yearvariationsin agriculturaloutput
constituteanextremelyimportantinfluenceon theyear-to-yearbehaviourof the
nationalrateofsaving.
An importantfmdingof thepaperis astrongpositivecorrelationbetweenthe
realreturnon financialassetsandhouseholdsaving.Therealrateof intereston
commonlyheldfinancialassetsuchasbankdepositswasfoundtoexerciseastrong
effecton householdsavingin financialassets. The evidencealsoindicateda
significantcomplementaryeffectof financialassetaccumulationon investmentin
realcapitalassets,alaMcKinnon'shypothesis.
This fmdingcontradictsthe presumptionunderlyingthe low interestrate
policypursuedin thecountryin thepast.thatariseininterestrateswouldhavelittle
effectonoverallsavingsasall thatwouldhappendwouldbeaportfolioadjustment
in favourof interest-bearingassets.Theconclusiontobedrawnfromourresultsis
thatbykeepingrealreturnsoncommonlyheldfinancialassetsdepressed,thispolicy
hadaseriousadverseffectonthepropensityto save.Lowersavings,in turn,had
the.effectof constraininginvestment,theverythinglowinterestratesweredesigned
topromote.
Therealrateof returnonfmancialassetsis anespeciallyimportantinfluence
on savingbehaviourin thecaseof thosegroupsin thepopulationwhich,either
becauseof resourceconstraintsorbecauseof vocationortradition,donotnormally
investdirectlyin physicalcapitalgoods,e.g.wage-earnersandthesalariedmiddle
class. This is particularlytrueof smallsaversamongthesegroups,for whom
practicallytheonlymeansofearningsomereturnontheirmodestsavingsi eitherto
depositthemwith commercialbanksor to investthemin smallpostalsavings
depositsor certificates,bothof whichcarryfixednominalyields.In addition,the
importanceof fmancialassetsuchascommercialbankandpostaldepositsasinstru-
mentsof savingin Pakistan,andhenceof therealrateof returnontheseassets,has
increasedsubstantiallyovertimewiththespreadof bankingfacilities.Increasing
amountsof ruralsavingsin excessof farmers'owninvestmentrequirementshave
takentheformof interestbearingdeposits.
Theevidencein favourof acomplementaryeffe,ctof fmancialassetaccumula-
tion(followinganincreasein therealrateof returnonsuchassets)oninvestmentin
realcapitalassetsappearsto reflectthepredominancein thecountry'seconomyof
householdentrepreneursandsmallunincorporatedbusinessunitswithlimitedaccess
to externalfinancefor fmancingplannedrealinvestment.Sinceself-fmanceis the
dominantmeansof fmancinginvestmentfor theseentrepreneurs,an increasein the
realrateof returnon fmancialassetscanstimulatebothfinancialandrealasset
accumulation;higherfinancialsavingsenlargetheconduitof self-financefor later
investmentin realcapitalassets.Higherfmancialsavingscharmelledthroughthe
fmancialsystemalso serveto stimulaterealinvestmentwherethe latterwas
previouslyconstrainedbyalackof outsidefunds.
Inflationwasfoundtohavebeenstronglyandnegativelyrelatedtohousehold
saving.Thiswassodespitethefactthattherateofinflationgenerallyvariedwithina
fairlymoderaterangeofvalues.Theexplanationforthisistobefoundin thepolicy
of keepingnominalinterestrateslow.. At theselow rates,whichwereadjusted
upwardonly infrequently,evenrelativelymoderateincreasesin inflationwere
enoughalmostcompletelyto erodethemodestnominalreturnavailableonfinancial
savings.Theadverseffectof inflationon householdfinancialsavingsmorethan
counterbalancedanypositiveeffectit mighthavehadthroughitsincome-redistri-
butive ffects.
Theinferencetobedrawnfromthesereultsisthatfmancialpolicyshouldseek
to ensureareasonabler alreturntosaversontheirfinancialinvestments.Toachieve
this, it is necessaryto followa flexibleinterestratepolicy,onethatallowsthe
nominalratestoadjustin linewiththerateof inflation.Wereinterestpaymentso
be abolishedcompletelyundertheongoingprocessof institutionalchangein the
countryandreplacedby someformof profitsharing,theattractivenessto aversof
the relevantfmancialinstrumentswouldthen,of course,dependon theratesof
profitearnedontheinvestmentof theirproceedsandontheriskcharacterof these
investments.
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